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Independence Standards Board
Minutes
Meeting of August 3 1 , 1998
Public Session

A public meeting of the Independence Standards Board (ISB, or the Board) was held in
the offices of the American Institute of Certified Public Accountants on August 31, 1998.
The meeting was attended by:
Board Members
William T. Allen, Chairman
John C. Bogle (via telephone)
Stephen G. Butler
Robert E. Denham
Manuel H. Johnson
Philip A. Laskawy
Barry C. Melancon
James J. Schiro

Others Present by Invitation
Arthur Siegel, Executive Director, ISB
W. Scott Bayless - Associate Chief Accountant, SEC
Robert E. Bums - Chief Counsel, Office of the Chief Accountant, SEC
Charles A. Horstmann - IIC Member, Arthur Andersen LLP
Susan McGrath - ISB Staff
Richard I. Miller - General Counsel & Secretary, AICPA
Richard H. Towers - ISB Staff
Lynn E. Turner - Chief Accountant, SEC

The meeting was called to order by Chairman Allen at approximately 9 AM.

Summary of Comments Received on the Invitation to Comment - Annual Auditor
Independence Confirmation
Chairman Allen called on Ms. McGrath to discuss the comments received on the Board’s
invitation to comment on the auditor independence confirmation recommendation (ITC98-1). The original recommendation was that the AICPA’s SEC Practice Section
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(SECPS) require an annual report from the auditor to the client board or audit committee
confirming the auditor’s independence, and offering to meet with the board or audit
committee to discuss independence. This was intended to improve corporate governance
and communication about auditor independence.
Board members had been furnished with copies of all comment letters received, a
summary of comments, the original proposal, and a draft proposal that had been revised
to reflect input received in the public comment process. Ms. McGrath reviewed the
provisions of the original proposal, summarized the comments received, and presented
the Staff's recommendations. Of the twenty-four comment letters received and
summarized, sixteen expressed general support, seven expressed explicit opposition, and
one did not indicate support or opposition.
Ms. McGrath’s summary of comment letters did not include two letters received in the
middle of the previous week - one from the SEC Staff and another from the AICPA’s
Professional Ethics Executive Committee (PEEC). She stated that the PEEC letter was
supportive of the recommendation, but had suggested some wording changes to the
sample confirmation language; most of these suggested changes had already been
incorporated into the revised proposal included in the advance materials sent to the
Board. Ms. McGrath said that the SEC Staff would review their letter.
At Chairman Allen’s request, Lynn Turner reviewed the SEC Staff's letter. He stated
that the Staff believed the independence confirmation should be expanded and made
more robust. He stated that as an engagement partner, he could have put together an
expanded letter without much additional cost. When Chairman Allen asked what points
he would include in a more robust confirmation, Mr. Turner responded that he would
discuss other services provided to the company, the reasons these did not impair
independence, and the other suggestions included in the comment letter written by the
Public Oversight Board. Mr. Bogle noted that auditor independence was much broader
than a scope of services issue - he believed that audit committees might want to know if
management had tried to pressure the auditor.
Mr. Denham suggested that the SEC Staff's letter calls for an expansion of the
confirmation because the Staff does not want the letter to become a “rote
communication.” He pointed out that there is a danger that a more detailed confirmation
could also become a rote communication - a letter written by choosing boilerplate bullet
items off a checklist.
In response to Chairman Allen’s question, Mr. Siegel reviewed the thought process
behind proposing a recommendation to the SEC Practice Section (SECPS), rather than
directly issuing an ISB standard. Mr. Siegel stated that ISB standards would deal with
whether an auditor’s independence was impaired, while the requirement for issuance of
an independence confirmation was an auditor performance matter. In other words, if an
auditor forgot to issue the proposed confirmation, one would not conclude that the
auditor’s independence was impaired. SEC Practice Section membership requirements
and auditing standards issued by the Auditing Standards Board (ASB) already deal with
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communications with audit committees, and this would simply add to those requirements.
In response to a question from Chairman Allen, Mr. Turner said he was comfortable with
the recommendation going to the SECPS.
Discussion ensued on the auditor’s versus the audit committee’s role in determining
auditor independence, the power of the ASB or the SECPS to mandate audit committee
discussion with auditors, and whether a revised proposal should be re-exposed. The
consensus of the group was that the audit committee had a responsibility to assess auditor
independence, although the committee would be unable to express a technical conclusion
with respect to the auditor’s compliance with today’s complex set of rules and
interpretations, and recognizing that the committee would be relying, in part, on the
representations of the auditor. Chairman Allen and Mr. Melancon believe that most audit
committees would not ignore standards calling for audit committee discussion of
independence matters. The Board also concluded that it had no obligation to re-expose a
revised recommendation (this was not a proposed standard), and that re-exposure would
not be necessary.
Mr. Turner stated that if the Board made a recommendation to the SECPS only, the SEC
Staff would consider how to require non-SECPS-members and auditors of foreign
registrants to comply with the proposal.
A motion was made for the ISB Staff to revise the proposal to reflect the Board’s
discussion for presentation at the Board’s November meeting. The motion was seconded
and passed unanimously.

IIC Materiality Task Force Report
Mr. Allen called on Mr. Horstmann to present an informational paper on the use of
materiality concepts for independence purposes, prepared by the Independence Issues
Committee (IIC) Task Force that he chairs. The purpose of the paper was to provide the
Board with “advance thinking” to assist in developing a frame of reference for materiality
considerations in independence matters. The paper evaluates how materiality might be
assessed and applied in different situations.
Mr. Denham, circling back to the earlier discussion of the audit committee’s difficulty in
assessing the auditor’s independence, asked if application of materiality concepts to the
independence rules would make this assessment even harder. Mr. Horstmann replied that
it might, but Mr. Allen noted that such an inquiry would require the exercise of judgment,
which board members are used to providing.
In discussing Mr. Johnson’s point that there are problems inherent in defining, say, de
minimus stock holdings in an audit client, Mr. Siegel stated that there was some risk that
firms would “push the envelope” if de minimus holdings were allowed. Mr. Bayless
stated that there was even some fear that some companies might, in proposals, ask audit
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firms how much of their stock the auditors would hold “on a friendly basis” (as a
condition of engagement), if these rules were liberalized.
Mr. Turner suggested that the Task Force consider the investors’ point of view, as he
believes that the paper was written from the auditor’s perspective. This may require
research. In addition, the issue of materiality with respect to the firm versus materiality
with respect to those that could influence the audit team’s judgment should be explored
(e.g., unpaid fees for a particular client may be immaterial to the audit firm, but material
to the engagement partner and the results used to evaluate his or her performance).
Mr. Denham encouraged the Task Force to address when and where “brightline” rules
make sense (i.e., where materiality should not be considered).
Chairman Allen thanked Mr. Horstmann and his Task Force, noting that the paper would
be helpful as materiality would no doubt be addressed in the conceptual framework and
in other Board efforts.

Staff Report
Chairman Allen asked Mr. Siegel to present the Staff Report to the Board. After noting
that the ISB Staff had moved into their new quarters, Mr. Siegel asked Mr. Towers to
summarize Staff consultation activity. Mr. Towers stated that through August 8, 1998,
the Staff had completed 43 informal independence consultations, which he categorized by
both requester and subject. In addition, 3 formal consultation requests had been received;
one response letter could be found on the ISB’s website, one was still temporarily
confidential, and the other request had been withdrawn, as the requester decided not to
pursue the relationship that was the subject of the inquiry.
Mr. Siegel reported that, with the concurrence of the Board task force, Henry Jaenicke, a
professor at Drexel University, had been engaged to direct and provide thought
leadership to the conceptual framework project. Mr. Jaenicke will be assisted by Alan
Glazer, a professor at Franklin & Marshall. Mr. Siegel stated that he was looking
forward to working with Mr. Jaenicke and Mr. Glazer on the project.
Mr. Siegel reported that two issues had been identified for IIC discussion and analysis.
The first was independence issues related to “alternative practice structures.” These
structures, where, for example, a public company purchases the non-attest business of an
accounting firm, leaving the attest business intact in a partnership owned by the firm’s
original partners, present unique independence issues. Because the original partners are
also employees of the public company, there is a threat of public company management
exerting control over the auditor.
Mr. Melancon stated that these were complex structures that presented complex issues the AICPA’s Professional Ethics Executive Committee has been wrestling with these

4

issues and is currently revising a proposal based on comments received on an exposure
draft.
Mr. Siegel stated that the other matter to be studied by the IIC was the kind and level of
assistance that auditors could provide their audit clients in implementing the Financial
Accounting Standards Board’s new statement on derivatives (FAS 133, Accounting for
Derivatives Instruments and Hedging Activities).

Other Matters
Chairman Allen asked if the Board members had any other matters for discussion. Mr.
Butler stated that at the Board’s February meeting, he made a recommendation to
undertake two research projects - a focus group study of independence attitudes by
various groups, and an empirical study of present and past disclosures of non-audit
services. Mr. Butler does not believe that the involvement of the proposed original
researchers is critical, but stated that the profession believes that the projects would be
useful to the Board.
Chairman Allen noted that the Board had engaged Katherine Schipper, a professor at the
University of Chicago, to advise the Board on research and researchers. He asked
Professor Schipper to address these projects with either the Board’s Research Task Force
or with Mr. Siegel.

Next Meeting
The Board’s next meeting will be held on November 3, 1998 at 9 AM in the AICPA’s
New York offices.
****
The meeting was adjourned by Chairman Allen at approximately 11:05 AM.

Respectfully submitted,

Susan McGrath
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